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Harmonization of
Accounting
Practices in
the EEC
A Status Report
By Ula K. Motekat

The European Economic Communi
ty (EEC) has the primary purpose of
creating a common market for its
member states. To attain this goal, the
Treaty of Rome (the agreement form
ing the EEC) lists among its objectives
the removal of barriers to the free
movement of persons, services, and
capital between member states.
The Council of the European Com
munities realized that financial
statements play a crucial role in the
movement of capital and that com
panies can compete for capital on an
equal basis only if their financial
statements are at least somewhat
comparable. Since the preparation of
financial statements is governed by
laws in most of the member states, the
Council set out to harmonize the com
pany laws of the EEC countries.
Greatly simplified, the process of
aligning the laws of the member states
is as follows: proposals are prepared
setting out the issues, the need for
agreement, and possible solutions. An
exposure draft of a directive is then ap
proved by the European Commission
and circulated widely. Responses are
actively solicited from all interested
parties. These responses are then
studied, resulting frequently in major
changes. A revised draft is usually
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issued before the Council of Ministers
begins its serious negotiations.
To reach agreement on all the points
in a proposed directive, the Council
uses various methods to settle the
most divisive issues. Sometimes it
deliberates day and night until the
negotiators are too worn out to hold out
any longer. At other times it adopts
several alternatives, as it did with the
valuation methods in the Fourth Direc
tive. Sometimes it excludes areas from
a proposal and makes them subjects
of separate directives, as happened
with accounting for banks. And,
sometimes, the Council evades the
issue altogether by agreeing to
postpone a decision for a specified
period of time, as it did when it set
1995 for reconsidering which sub
groups to exempt from the consolida
tion provisions of the Seventh
Directive.

When a directive is finally adopted
by the Council of Ministers, the
member states are formally notified
and are then obligated to change their
national laws to conform with the direc
tive. If a member country fails to imple
ment the directive within the period
prescribed by the directive, the Com
mission can take it to court before the

European Court of Justice, which can
find for the Commission but lacks the
power to enforce its decisions.
The process of harmonizing com
pany laws within the EEC has ac
celerated in recent years, so that there
are now eight directives in the final
stages of adoption and implementa
tion. This column gives a status report
and brief description on these direc
tives, with special emphasis on the two
directives of particular interest to U.S.
accountants.
To understand the impact of the
directives on corporations, it is nec
essary to be aware of the distinction
between public and private companies
made in most European countries
under current laws. Public companies
are permitted to sell their securities on
public exchanges. To obtain this
privilege they must raise a minimum
amount of capital, they must be
audited annually, and they must
publish financial statements. Private
companies may not sell their securities
publicly, are usually limited in the
number of shareholders they may
have and do not have to be audited
nor do they have to publish their finan
cial statements.

The First Directive
The First Directive was adopted in
1968 and is now in force in all member
states. It mandates the publication of
certain information by public and
private companies, such as the articles
of incorporation, the names of officers
and directors, and the subscribed
capital. It also requires the establish
ment of registries for all companies
organized in a member state and pro
tects third parties dealing in good faith
with companies against ultra vires
claims.

The Second Directive
The Second Directive was adopted
in 1976 and was to have been im
plemented by the member states
within two years. To date, only Den
mark, France, Germany, Ireland, Lux
embourg, the Netherlands, and the
United Kingdom have changed their
laws to comply with it.
The Directive requires that the
distinction between public and private
companies be a part of their name. It
further requires that public companies
maintain a minimum capital of 25,000
European Currency Units (ECU). It
also establishes rules for the increase

and decrease of capital of public com
panies, such as stock issues for assets
other than cash and the retirement of
preferred stock.

The Third Directive
The Third Directive, adopted in
1978, applies to public companies on
ly and regulates mergers between
companies incorporated within the
same country. Mergers in this Direc
tive are defined as the complete ab
sorption of either one company by
another or two companies by a newlyformed third company. Its main pur
pose is to protect shareholders,
creditors, and employees of absorbed
companies. It has been implemented
only by Denmark, Germany, and the
Netherlands, even though a three-year
limit was set for compliance.

The Fourth Directive
The Fourth Directive, the first one of
major concern to accountants, was
adopted in 1978. It set a two-year limit
for implementation, extended to five
years for certain provisions. Belgium,
Denmark, France, Luxembourg, the
Netherlands, and the UK have passed
the necessary legislation; the other
countries are in various stages of do
ing so.
The Fourth Directive deals with the
preparation and publication of financial
statements of both public and private
companies. It defines financial
statements as the balance sheet, the
income statement, and the notes
thereto. The statement of changes in
financial position is excluded. The four
areas of most interest to accountants
are the valuation principles, the format
of the financial statements, the
auditing requirement, and the defini
tion of the “true and fair view.’’
American as well as EEC accountants
are affected by its provisions.
The valuation practices in use
before the Fourth Directive stretched
all the way from the German love of
secret reserves hidden in undervalued
assets to the Dutch acceptance of cur
rent values. The Fourth Directive (Sec
tion 7) solved this dilemma by sanc
tioning both historical cost and current
values. It explicitly makes the valuation
rules subject to some GAAP well
known to American accountants, such
as the going concern, consistency, and
the accrual basis. It also mandates the
depreciation of fixed assets and the
amortization of intangibles, such as
organization costs, goodwill, and R&D

over a maximum period of five years
and requires that such reductions in
the values of assets be included in the
income statement.
The format of financial statements
was strictly regulated in some Euro
pean countries, such as in Germany
whose 1965 Company Law laid down,
line by line, what had to be disclosed
in the balance sheet and income state
ment. The Fourth Directive describes
two acceptable forms for the balance
sheet (Section 3) and four for the in
come statement (Section 5). They are
usually referred to as the vertical and
the horizontal format. All formats re
quire extensive disclosures.

The balance sheet follows general
European practice by listing the long
term assets before the current assets.
In the horizontal balance sheet the
credit side shows the equity accounts
first, followed by long-term and current
liabilities in that order. The vertical
balance sheet subtracts the current
liabilities from the current assets to ar
rive at net current assets first and total
assets less current liabilities next. It
then lists the long-term liabilities and
equity accounts.
The acceptable income statements
are three horizontal formats, one start
ing with all the credit items followed by
all the debit items (Article 23) and two
starting with the debit items followed
by the credit items (Articles 24 and 26),
and one vertical format resembling the
multiple-step income statement of U.S.
intermediate accounting text books.

The audit requirement may be called
the “Auditors’ Full Employment Act.”
Most European countries did not re
quire audits of private companies
which outnumber public companies
several times. Since the Fourth Direc
tive applies to all companies with
limited liability, it subjects thousands
of companies to audits for the first
time, thereby greatly increasing the
work load for qualified auditors.
Of special interest is the requirement
that “the annual accounts shall give a
true and fair view of the company’s
assets, liabilities, financial position and
profit or loss” (Article 2, Paragraph 3).
This statement is followed immediate
ly (Paragraph 4) by the admonition that
compliance with the provisions of the
Fourth Directive might not be sufficient
to result in a true and fair view and that
additional information must be given in
those cases.

The Fifth Directive
The Fifth Directive was first pro
posed in 1972 and amended in 1983.
It is still being debated by the Council
of Ministers. The directive deals with
the structure and administration of
public companies. The major reason
for the delay in its adoption is probably
the fact that it contains provisions man
dating employee participation on the
boards of directors of certain
companies.

The Sixth Directive
The Sixth Directive was adopted in
1982 and requires implementation by
the member states by 1986. It
regulates “scissions,” i.e. the spin-off
of groups of assets and liabilities by
public companies to other public com
panies, which either exist already or
are newly formed, in exchange for
shares of stock.

The Seventh Directive
The Seventh Directive was adopted
in 1983 and should be implemented by
the member states by 1988. The sub
ject of this directive is consolidated
financial statements. The long delay
from the first proposal in 1976 to final
adoption in 1983 was caused, first of
all, by the need to define the con
solidated group. In the U.S. legal con
trol generally has been the criterion
used to determine whether or not to in
clude a company in the consolidated
group. In Europe, companies have
evolved other means of coordinating
their economic activities. Two ex
amples illustrate this:
1. The Royal Dutch/Shell Group
comprises operating oil and refining
companies. Its parents are a British
company, the Shell Transport and
Trading Company, which owns
40%, and the Royal Dutch
Petroleum Company, a Netherlands
company, which owns the other
60%. The two parents manage the
affairs of the group jointly.
2. Unilever has two parents, the
British Unilever plc and the Dutch
Unilever NV. The same people
serve on the boards of directors of
both companies and operate the
two companies under one set of
objectives. Each company has
many subsidiaries but different
shareholders.

The first draft of the directive solved
these problems by using the economic
definition of a group. The final version,
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due undoubtedly to American and
British practices and International Ac
counting Standard (IAS) No. 3 on con
solidated statements, adopts the legal
definition.

This solution, however, did not
answer the question of what to do
about non EEC-companies within a
group.
Should
consolidated
statements be limited to companies
formed in EEC countries or should
they include all legally related com
panies, regardless of their domicile?
Since it might be difficult to exclude
parents and subsidiaries organized in
non-EEC countries from a consolida
tion, the Directive permits the inclusion
of EEC companies in world-wide con
solidated statements, as long as they
meet the conditions of the Seventh
Directive. This means that U.S.
parents must either publish con
solidated statements in conformity with
the Seventh Directive or prepare
separate consolidated statements for
their EEC companies only.

The accounting provisions of the
Seventh Directive are surprisingly
liberal and frequently allow alternative
treatment. For these reasons con
solidated statements prepared in ac
cordance with GAAP in this country
should, in general, be acceptable in
the EEC.

If cost exceeds both book and fair
value, that excess — or goodwill —
should be properly described, as is
true in American consolidations. If cost
is, however, less than fair value, the
Directive apparently advocates the
allocation of such a difference to the
net assets with no positive or negative
goodwill remaining. In this case the
subsidiary’s net assets would be
shown neither at book nor at fair value,
but at some intermediate amount.
What makes this article even more
confusing is the fact that the allocation
of parent’s cost to the subsidiary’s
book and fair value can be made either
at the first balance sheet date or, at the
member state’s option, at acquisition.
The disclosure of the minority in
terest also corresponds closely to
American practice (Articles 21 and 23).
The basis of the minority interest is,
however, not specified in the Directive.
It should therefore be possible to show
it either at book value, as is typical in
U.S. consolidated statements, or at the
fair value of net identifiable assets, as
IAS No. 3 prefers, or at the subsidiary’s
fair value, including goodwill, as the
entity theory advocates.

In purchase accounting, the Direc
tive generally follows American prac
tice (Article 19). The only significant
departure occurs in the allocation of
the difference between the parent’s
cost and the subsidiary’s book value.
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The Seventh Directive also contains
some conformity requirements, but
they, too, should not cause problems
to American parents. One requires that
consolidated statements should use
the parent’s fiscal year or, at the op
tion of Member States, the fiscal year
of the most important company or of
the majority of companies (Article 27).
Another requires that the valuation
rules of the Fourth Directive be used
in consolidated statements and that all
companies use the same valuation
rules. Exceptions are only allowed if
the effects are not material. Depar
tures from this requirement may be
permitted in exceptional cases but
must be disclosed in the notes.
As this brief description shows, U.S.
parents following American consolida
tion practices should be in compliance
with the Seventh Directive.

A close reading of the Directive
leaves the impression that many com
promises had to be made to enable the
negotiators to set a minimum level of
acceptable financial statements. A few
examples of these liberal provisions
and permissible alternatives will sup
port this statement.

The Seventh Directive permits, at
the option of member states, both pool
ings and purchases (Article 19 and 20).
The rules for poolings are less restric
tive than APB 16, requiring only the ex
change of at least ninety percent of the
shares of the investee for shares in the
investor and cash not to exceed 10%
(Article 20). Any merger qualifying for
pooling treatment under APB 16 will
therefore also qualify under the
Seventh Directive.

Intercompany balances and transac
tions should be totally eliminated under
Article 26, which does not distinguish
between upstream and downstream
transactions. But member states have
the option of permitting companies in
corporated under their laws to include
intercompany profits if the transactions
were made under normal market con
ditions. The exercise of this option
must, however, be disclosed including,
if material, the amount not eliminated.

The Eighth Directive
The Eighth Directive was adopted in
1984. Its purpose is to regulate the
education, professional training, ex
amination requirements, and in
dependence of statutory auditors. It
also contains transitional rules for
auditors who are qualified under pre
sent laws but do not meet the re
quirements of this Directive.

Conclusion
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In addition to these eight directives
several others are in various stages of
preparation. A proposed Ninth Direc
tive is concerned with the protection of
minority interests; a proposed Tenth
Directive is dealing with the dissolution
of limited liability companies. Other
proposed directives deal with the ac
counts of banks and consultation with
workers in large companies or groups
of companies. None of these seem to
be close to final adoption by the Coun
cil of Ministers. Ω

